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ABSTRACT 
This study examines external balance and budget in Malaysia. The unit root tests results 
show that the variables examined are the mixture of the stationary and non-stationary 
variables. The bounds testing results show that there is long-run relationship between 
external balance and its detenninants includes budget and also between budget and its 
detenninants includes external balance. Moreover, the results of the causality show that the 
current account targeting hypothesis and the Ricardian equivalence hypothesis dominate the 
relationship between external balance and budget. Short-run and long-run measures are 
needed to address external imbalances. A healthy external balance is important for 
sustainable economic growth. 
1. INTRODUCTION
Malaysia is a small open economy and its economy growth is strongly influenced by the 
performance of global economy. Malaysia had been achieving rapid economic growth rate 
especially over the period from 1988 to 1996. However, economic growth was slowdown 
after the Asian Financial crisis, 1997-1998 and during the global economic slowdown in 
2008. The economic growth rate of Malaysia was not very impressive compared with the 
economic growth rate of Malaysia before the Asian financial crisis, that is, over the period 
from 1988 to 1996. The average economic growth rate (2000 = 100) of Malaysia over the 
period from 2009 to 2011 was 3.5 percent whilst the average economic growth rate (2000 = 
100) of Malaysia over the period from 1988 to 1996 was 9.1 percent (IMF, 2012). The
sluggish global economic growth particularly In the developed countries has led to a series of
budget deficits in the country with the aim to stimulate economic growth. Consolidated public
sector finance of Malaysia were deficits, that is, RM41,685 million, RM51,512 million,
RM15,810 million and RM91,555 million for the years 2008, 2009, 2010 and 2011,
respectively (MOF, 2012). In 2008, balance of payments deficit in Malaysia was RM18,250
million. However in 2009 and 2010, Malaysia experienced balance of payments surpluses,
which were RM13,831 and RM2,628 million, respectively. In 2011, Malaysia experienced
balance of payments deficit, which was RM94,682 million (MOF, 2010, 2011, 2012). External
deficit can be bad or good. External deficit is bad for example financial regulation fails to fuel
credit booms and mis-behaviour of government to reduce national saving. External deficit is
good for example international borrowing and lending allow for intertemporal trade, which
Increases welfare (Blanchard and Millesi-Ferretti, 2012, p. 140).
External Imbalances and budget deficits have led to the re-known hypothesis, namely the 
twin deficits hypothesis (Theofilakou and Stournaras, 2012, pp. 719-720). This issue gained 
a lot of attention in the 1980s especially in the United States (US) when the US experienced 
significant external deficit and budget deficit. The twin deficits hypothesis states that budget 
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